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Proposition 13--How California
Governments Coped With
A 56 Billion Revenue Loss

Although Proposition 13 cut back property tax rev
enues by an estimated $6 billion, it has had only a
minimal mmpact on local California government
operations Federal grant outlays have not been
significantly affected

Surplus State and local government funds, a strong
economic chmate, and increased charges for gov-
ernment services all served to avoid the dire conse
quences predicted for Proposition 13 However,
reduced funds could impair the ability of local gov
ernments to participate in new or expanded Fed
eral grant programs
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We provided a preliminary evaluation of the possible
impact of Proposition 13 1n an earlier report to the
California congressional delegation's task force on Pro-
position 13. That report, "Will Federal Assistance to
California Be Affected by Proposition 132" (GGD-78-101,
Aug. 10, 1978), provided an analysis of how State and
local expenditure fluctuations could affect Federal grant
outlays to California. At that time, however, the specific
impact of Proposition 13 on Federal funds could not be
deternined because Federal funding depended on many un-
certain and contingent actions yet to be taken by Federal,
State, and local governments. Because of these uncer-
tainties, we monitored actions taken by California govern-
ments 1n order to assess the actual impact of Proposition
13.

Copires of this report are being sent to the Director,
Office of Management and Budget.

L 4
omptroller General

of the United States
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COMPTROLLER GENERAL'S PROPOSITION 13--HOW CALIFORNIA
REPORT TO THE CONGRESS GOVERNMENTS COPED WITH A
S$6 BILLION REVENUE LOSS

&
S£7ﬁ1£hough Proposition 13 1in California reduced
local government property tax revenues
by an estimated $6 billion in fiscal year
1979, a GAO analysis shows 1t did not have a
material impact on local government programs.

State and local government surpluses, a strong
economic climate, and 1increased fees and user
charges for things such as business permits
and fire protection services, all contributed
to local governments' ability to maintain

and, 1in fact, 1ncrease their expenditures

in fiscal year 1979. Because a recently en-
acted California law has provided for a multi-
year replacement of funds to help offset
revenues lost by local governments, the
predicted dire consequences of Proposition

13 have basically been avoided.

counties, cities, special districts, school
districts, and community colleges--budgeted
spending increases for fiscal year 1979,
funding for certain activities was reduced.
The most significant result of the fiscal
uncertainties caused by Proposition 13 was
the cancellation of summer school and re-
duction of adult education programs. These
programs, however, are considered lower
priority than regular instructional pro-
grams, which were generally maintained

at pre—~Proposition 13 levels. Other local
government programs were moderately affected,
principally library services, parks and
recreation, and cultural activities., The
effects on these activities varied Jreatly
among the localities visited by GAO.

;@iﬁAlthough all types of local governments—-

Cutbacks 1n public employment have been far
less drastic than was predicted. Layoffs

of from 300,000 to 450,000 public sector
employees had been predicted, but less

than 18,000 actually occurred., The acceler-
ated rate of attrition since the proposition's
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passage has been more significant. Even
so, total public service employment has
declined by less than 4 percent in the
State, (See p. 28.)

Because Proposition 13 has had only a mini-
mal impact on local government operations,
Federal grant outlays have not been signifi-
cantly affected. When the proposition first
passed, some oObservers were concerned that
local governments would not be able to meet
matching and maintenance of effort require-
ments associated with Federal assistance
programs and therefore would lose large
amounts of Federal aid. But partly because
of favorable fiscal factors and partly
because of careful actions taken by local
officials, local governments have been able
to avoid losing Federal aid 1n the first
year after the proposition was passed.

(See p. 33.) 1In fact, Federal assistance
was expected to increase over the previous
vear's level., (See p. 12.)

GAO found that the most noticeable result
of Proposition 13 has been a reduction

in the growth rate of government spending.
This reduced growth rate can be expected

to affect local governments' fiscal ability
to participate 1n new Or expahded Federal
grant programs. Local officials said that
Federal programs requiring local fiscal
participation would undergo more stringent
assessments than they had in the past.,

This attitude was even extended to capital
projects fully funded by the Federal Govern-
ment because of the long-term operation

and maintenance costs associated with

such projects.

The more cautious attitude towards Federal
grant programs 1in California since the pas-
sage of Proposition 1 and that can

be expected 1n other Sta®{s that have

passed or are considering w or additional
tax or spending limitations, ¥dcarries long-term
implications for Federal grant policies.
Federal grant requirements that impose addi-
tional costs on State and local governments,
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such as matching and maintenance of effort
requirements, can be expected to come under
increased scrutlnxy

Some local governments may find i1t difficult
or i1mpossible to meet the fiscal requirements
of any major new Federal initiatives. This
could constrain the Federal Government's
ability to assure that national goals are

met and could increase pressure on the Federal
Government to assume larger responsibilities
for the costs of new initiatives. (See ch. 4.)

California's experience has been unigque be-
cause State resources were available to cush-
1on Proposition 13's impact and the economic
climate within the State 1s strong. The minimal
impact on government operations observed by

GAO does not necessarily portend results

which could be expected in other States where
similar measures have been or might be enactedv/
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CHAPTER 1

INTRODUCTION

On June 6, 1978, the people of California overwhelmingly
passed Proposition 13, a controversial tax-limiting initia-
tive that the State's Commission on Government Reform called
the most significant fiscal act in California's modern
history. Proposition 13 sweepingly cut property taxes by
more than a half, set limits on future property tax growth,
established more stringent requirements for legislative or
voter approval of future tax increases, and forbade any
future 1ncreases 1in property tax rates.

In the weeks before the election, Proposition 13's bold
frontal attack on government spending aroused 1intense debate
in the State and interest across the Nation. Supporters of
Proposition 13 argued that government spending at all levels
in California had mushroomed out of proportion and that
drastic steps were needed to bring spending under control.
Supporters also argued that the amount of property tax money
lost by local government units could be absorbed by State and
local governments without any curtailment of vital services
and that the property tax revenue remaining after Proposition
13 would be more than enough to pay for police and fire protec-
tion and other services related to property.

Opponents of Proposition 13 argued that the reduction in
property taxes would lead to governmental chaos in California.
Unless new taxes were i1mposed, opponents contended, local
governments would be unable to maintain their police, fire,
and school programs. The property tax cut 1initiative, they
also warned, would make local government units increasingly
dependent on the State and Federal governments.

The subsequent decisive voter approval of Proposition 13
demonstrated a strong public reaction to escalating taxes and
a growlng public disillusionment with the quality and effi-
clency of government services and the return on their tax
dollars.

We provided a preliminary evaluation of the possible
impact of Proposition 13 1n an earlier report to the Cali-
fornia congressional delegation's task force on Proposition
13. That report, entitled "Will Federal Assistance to
California Be Affected By Proposition 13?" (GGD-78-101,

Aug. 10, 1978), provided an analysis of the possible effects
that local governments' budget restrictions could have under



52 major grant programs. It also analyzed situations where
State and local expenditure fluctuations could affect Federal
grant outlays to California.

At the time that report was written, Proposition 13's
specific impact on Federal funds going to California, however,
could not be determined because Federal funding depended on
many uncertain and contingent actions yet to be taken by
Federal, State, and local governments. The level of Federal
grant outlays depended largely on such factors as local
government budgetary decisions, uses made of the State sur-
plus, and the possible waiving of Federal grant requirements.

As a result of these uncertainties, and because new or
additional taxing and spending limitation measures were pro-
posed 1n almost every State shortly after Proposition 13's
passage, we monitored actions taken by the parties involved.
The purpose of our study was to gain a thorough understanding
of Proposition 13's effect on Federal funds going to Cali-
fornia as well as 1ts effects on local government operations.
This report provides the results of our monitoring effort
through the end of May 1979. Most of our field work was
completed by February 1979.

LOCAL GOVERNMENT IN CALIFORNIA

More than 5,000 units of local government provide ser-
vices to California's 22.3 million people. Local government
entities can be classified broadly as counties, citles, school
districts, community colleges, and special districts.

California's 58 counties are political subdivisions of
the State that act as agents of the State government 1in
administering such mandated and delegated functions as local
courts, jails, health care, and welfare services. Generally,
mandated and delegated programs are provided to all residents
of a county, while programs that originate locally are only
availlable to county residents who do not live 1in cities.

California county governments reported aggregate
revenues of $8.85 billion in fiscal year 1978--the fiscal
year before Proposition 13--of which 23 percent came from
the State. Expenditures were $8.64 billion.

Cities 1n California are municipal corporations that
have broader powers and fewer constraints than counties.
The State's 417 cities range 1n size from Amador City with
160 residents to Los Angeles with over 2.7 million residents.
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Cities typically provide such services as fire and police
protection and street maintenance, but the number and types
of municipal services they provide varlies widely. In fiscal
year 1978, 372 of the State's 417 cities reported revenues
of $4.88 billion and expenditures of $4.36 billion.

Special districts are limited-purpose governments created
to £111 needs for specific public facilities and services,
often 1n areas which demand higher service levels than those
ordinarily provided by the county. California's approximately
3,800 special districts can be classified as either enterprise
or nonenterprise. Enterprise specilal districts typically
charge fees for services such as water, waste disposal, or
electric service. Nonenterprise special districts, on the
other hand, rely heavily on property taxes for their revenues
and provide services such as fire protection and recreation.

In fiscal year 1977, enterprise special districts had
revenues of $3.18 billion and expenditures of only $2.35
billion. Nonenterprise special districts received revenues
of $1.25 billion and spent $1.11 billion. 1/

California 1s also divided into 1,044 school districts
which provide elementary and secondary education. In fiscal
year 1978, local school districts received an aggregate
income of $8.19 billion, of which 38 percent came from the
State. Expenditures were $7.78 billion.

California's 70 community college districts provide
postsecondary educational opportunities. In fiscal year
1978, the State's community colleges reported income of
$1.43 billion, of which 41 percent came from the State.
Expenditures were only slightly less than revenues.

The State government 1s 1nvolved 1n virtually every
area of local public service-—either as a direct provider,
as a regulatory authority, or i1n a planning and coordinating
role. Furthermore, the entire system of local government and
the powers of local agencles are determined by the State
through the constitution or by statute,.

1/Complete financial data for fiscal years 1978 and 1979 was
unavaillable for California's special districts. Thus, the
discussion of Proposition 13's fiscal impact on special
districts 1n chapter 2 1s based on information reported
to the State Department of Finance by 77 percent of the
specilal districts State-wide.



State government revenue totaled $15.75 billion 1in
fiscal year 1978. Thirty percent of the $15.75 billion came
from personal income taxes, and 32 percent came from sales
taxes. The $15.75 billion does not include another $1.40
billion in sales taxes that the State collected for local
governments. State expenditures 1in fiscal year 1978 were
$13.85 billion, of which $9.68 billion were local assistance
payments. In addition to rebating sales tax revenues, the
State distributes funds to local governments to compensate
for homeowners property tax relief and property tax losses
incurred because of preferential assessments of agricultural
and open space lands. The State also allocates motor vehicle
license fees, liguor license fees, and cigarette taxes to
local governments.



CHAPTER 2

PROPOSITION 13 HAD MINIMAL FISCAL

EFFECT ON LOCAL GOVERNMENTS

Proposition 13 slashed California's local government
revenues by an estimated $6 billion, but a combination of
factors basically compensated for this loss. The principal
factor was the State's action 1n assuming the counties' share
of mandated health and welfare costs and providing block
grants to all categories of local governments. In total,
the State provided approximately $4.2 billion to local govern-
ments 1in fiscal year 1979. Additional revenues were gener-
ated through increased fees and user charges, increased
Federal aid, and increased revenue resulting from the strong
economic climate prevailing in California.

Cost containment efforts, particularly the cancellation
of summer school, eased the fiscal pressures on local govern-
ments. Also, many local government units had substantial
surplus funds which could be drawn on 1f needed. The net
result of these factors was a total revenue loss to local
governments of less than one percent. Estimated expenditures
for all local governments were projected to increase by
7 percent 1n fiscal year 1979.

ESTIMATED EFFECTS UPON LOCAL PROPERTY TAXES

Proposition 13 substantially limited local property tax
revenues. It limited property taxes to 1 percent of market
value after July 1, 1978, and limited assessment 1increases to
2 percent annually. It also rolled back assessed property
values to their level as of March 1, 1975. 1In addition,
Proposition 13 required that any State tax increases be
approved by a two-thirds vote of the State legislature and
that new local taxes be approved by a two-thirds vote of the
voters.

Proposition 13 was projected to slash local government
property tax revenues State-wide by an estimated $6 billion
compared to the year before Proposition 13's passage.
Virtually all discussions of Proposition 13's expected effect
on local property tax revenues were based on figures published
in May 1978 by California's Office of the Legislative Analyst.
The Legislative Analyst estimated that Proposition 13 would
cause local government property tax collections to fall to
$5.4 billion from the $11.4 billion collected the year before
Proposition 13, or more than 50 percent.



Property taxes on the average made up about 44 percent
ot local revenues from all sources-~-Federal, State, and
local=-1n fiscal year 1978, the year betftore passage of
Proposition 13. The Legislative Analyst estimated that the
State's aggregate local government revenues for fiscal year
1979 would be cut by about 22 percent.

Property tax dependency varied widely among California's
local government units. Enterprise special districts were
by far the least dependent since property taxes made up
only about 15 percent ot their total revenues. On the other
hand, property taxes constituted 74 percent ot the State's
nonenterprise special districts' total revenues.

School districts were also heavily dependent on property
taxes; 58 percent ot thelr revenues came from this source.
Community colleges were only slightly less dependent as
property tax collections represented 52 percent of their total
revenues.

Other local government units were less dependent on pro-
perty tax collections betore the passage ot Proposition 13.
Only 37 percent of county governments' total revenues came
ftrom property taxes, and clties depended on property tax
ftor only 23 percent of their revenues.

Property tax dependency varied considerably within each
of the categories of California's local government units.
The year beftore Proposition 13, tor example, property taxes
provided anywhere from 30 to 60 percent of the revenues
railised by the school districts that we visited. Similarly,
property taxes 1n fiscal year 1978 provided from 26 to 4l
percent ot the revenues raised by the counties visited.

According to the Legislative Analyst’s projections,
clties stood to lose about 9 percent ot their total revenue
from all sources as a result of Proposition 13. Accordlng
to the projections, counties would probably sutter a 15-
percent revenue loss, school districts and community colleges
would lose about 21 percent, and special districts would
lose anywhere from 5 to over 40 percent of their total
revenue.

STATE SURPLUS GREATLY
CUSHIONED PROPOSITION 13's EFFELT

The State's large surplus greatly cushioned the property
tax revenue losses of local governments under Proposition L3.



By providing $4.2 billion from 1ts surplus to offset the
projected $6 billion cut 1n local property tax revenues, the
State was able to replace about 70 percent of local govern-
ments' aggregate lost revenues for fiscal year 1979.

The State bailout thus reduced local governments' total
estimated revenue losses to $1.8 billion for the fiscal year
beginning July 1, 1978. The loss was further reduced because
State-wide property tax losses were not quite as great as the
original estimate made by the State Legislative Analyst. The
estimate overstated the actual loss by about $100 million
because property assessments State-wide 1ncreased more 1n fis-
cal year 1979 than expected. Thus, the actual revenue loss
to local governments after the State bailout totaled $1.7
billion. This loss represents a l6-percent reduction from
the previous year's aggregate property tax revenues and a
7-percent cut 1in total local government revenues from all
Sources.

Aid to local government

When the California legislature enacted laws to reduce
the severity of Proposition 13's impact, 1t placed restric-—
tions on the use of bailout monies. One of the laws provided
that cities' and counties' first priority for using bailout
monies had to be maintaining fiscal year 1978 levels of police
and fire services. The State also 1initially denied bailout
monies to any local government that gave employee pay ralses
in fiscal year 1979 exceeding cost of living salary 1lncreases
provided for State employees.

Because many local governments had budgetary surpluses,
the State also reduced the amount of bailout monies provided
to local governments with sizable surpluses. The amount to
be distributed to each local government unit was reduced 1if
the recipient had a surplus 1in excess of 5 percent of 1ts
total fiscal year 1978 revenues.

California's county governments gained the most from the
State bailout program. The State replaced about 94 percent
of the aggregate property tax revenues lost by counties
State-wide. 1In Los Angeles County, for example, property
taxes fell $692 million from fiscal year 1978 levels, but
the State replaced $628 million, or 91 percent, of the loss.
In the other four counties we visited, State bailout monies
replaced from 67 to 96 percent of the property tax losses.

The State took over the counties' share of mandatory
health and welfare program costs for fiscal year 1979,



totaling $1.04 billion, and allocated $436 million 1in block
grants to the counties. The $436 million was allotted on
the basis of each county's property tax loss 1in relation to
the property tax losses of all counties State-wide, after
taking 1into consideration the State's assumption of each
county's mandatory health and welfare costs.

Presently, 48 of the State's 58 counties are receiving
portions of the block grant totaling $420 million. Of the
State's remaining 10 counties, 2 counties' share of the
State's funds provided for mandatory health and welfare
costs exceeded property tax revenue losses, and 8 counties
had surpluses 1in excess of their bailout allocation.

School districts fared nearly as well as county govern-
ments under the State bailout program, recovering 90 percent
of their property tax revenue losses. Community colleges,
on the other hand, recovered only about 63 percent of their
losses. School districts and community colleges were
allotted $2.3 billion 1in State bailout aid.

Cities State~wide recovered about 40 percent of their
aggregate property tax losses through the State bailout.
The cities we visited recovered from 40 to 43 percent of
thelr property tax losses. The city of Los Angeles, for
example, lost $196 million 1n property taxes in fiscal year
1979 as a result of Proposition 13 and recovered $82 million,
or 42 percent of 1ts losses, through the State bailout.

The State 1nitially appropriated $250 million to assist
cities, but 97 cities did not receive assistance. Fifteen
citlies declined bailout monies, and 32 cities were 1neligible
because they did not levy property taxes in fiscal year 1978.
Another 50 cities did not receive a share because they had
excess surpluses. The remaining 320 cilties received portions
of the bailout totaling $228.5 million.

Special districts State-wide recovered an average of 31
percent of their lost property tax revenues from the State
bailout. Nonenterprise special districts fared far better
than enterprise special districts. While nonenterprise dis-
tricts recovered 45 percent of their revenue losses, enter-
prise districts recovered only 5 percent of their losses.

The State provided $192 million for allocation on a
formula basis to special districts. The bulk of the money
was provided to nonenterprise special districts. Enterprise
special districts received mlnimal assistance because the
bailout legislation recognized their ability to raise revenue
directly through user charges and fees.



On July 24, 1979, the Governor of California signed
into law legislation providing for a multiyear replacement
of revenues lost by local governments under Proposition 13.
This legislation, with a first-year cost of $4.85 billion,
provides for a portion of the property tax revenues previously
received by schools to be allocated among the other local
government entities, the State to replace the school's lost
revenue with general revenue funds, and the State to perman-
ently assume the majority of the non-Federal costs of mandated
health and welfare programs. Furthermore, unlike the first-
year bailout legislation, which required maintaining prior
years' police and fire service levels, the current legisla-
tion does not place any restrictions on the use of the funds
received.

LIMITED OVERALL DROP IN LOCAL REVENUES

Local government's aggregate revenues for fiscal year
1979 declined only a limited amount, largely because of the
State bailout. Other local revenue changes also helped to
compensate for the property tax decline. These changes 1in-
cluded 1ncreased local fees and user charges, increased Fed-
eral aid, and higher local revenues resulting from favor-
able economic conditions. Additionally, large surpluses
accumulated by many of the State's local governments were
avallable to further lessen the effects of the drop in
revenues.

Because of the State bailout and other compensating
factors, most local government units were able to largely
offset their property tax losses. Aggregate revenues
were expected to be only 0.7 percent below the fiscal year
1978 level. Nonenterprise special districts and community
colleges expected the largest revenue reductions, as the
table on page 10 shows, while cities and school districts
expected modest revenue cuts. Counties and enterprise special
districts, on the other hand, expected small to moderate
revenue 1increases for fiscal year 1979.



Local Government Revenues

Fiscal Year Fiscal Year
1978 1979 Dollar
Actual Budgeted Change Percent
($ millions) ($ millions) (S millions) Change
Counties 8,847 9,017 170 +1.9
Cities 4,879 4,762 (117) -2.4
Enterprise
districts 2,111 2,312 201 +9.5
Nonenterprise
districts 642 597 ( 45) -7.0
Schools 8,189 7,971 (218) -2 7
Community
Colleges 1,429 1,265 (164) -11.5
Totals $26,097 $25,924 (173) -0.7

The table's reported $218-million revenue decline for
California's school districts 1s slightly misleading. School
districts State-wide are experiencing declining student en-
rollments, and the monies available on a per-pupil basis
actually increased compared to the fiscal year 1978 level.
Student enrollment was expected to decline 7 percent 1in fiscal
year 1979. Thus, although the school districts' total revenues
declined, per-pupil revenues 1increased 4.6 percent this
year. In fiscal year 1978 the per-pupil revenue figure 1in
the State was $1,760, while for fiscal year 1979 the figure
i1ncreased to $1,841.

Similarly, the reported 1ll.5-percent revenue cut for
community colleges 1s misleading, since community colleges are
also experiencing declining student enrollments--down nearly
6 percent compared to the fiscal year 1978 level. Thus,
per-pupil revenues declined only 6.2 percent. 1In fiscal year
1978 the per-pupil figure for community colleges 1n the State
was $1,989, while for fiscal year 1979 1t dropped to $1,865.
Moreover, State community college officials told us that the
fiscal year 1979 revenue total shown in the table 1s probably
understated.

Revenue losses partially
offset by fees and charges

Local governments partially offset property tax revenue
losses resulting from Proposition 13 by 1mposing new or
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